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In the five-week period since the July 9 FOMC meeting, market sentiment toward the 

dollar has improved--albeit in fits and starts--and exchange rates for the dollar are now 

generally higher. The dollar is up by some 2-112 percent against the German mark and the 

other EMS currencies, 1/8 percent against sterling, and 2-1/2 percent against the yen. 

Although we intervened on several occasions when the dollar came under selling pressure, on 

balance the Desk acquired sizable amounts of marks and some Swiss francs from 

correspondents and in the market. These operations enabled the System to repay some $460 

million equivalent of swap debt to the Bundesbank 

This improved atmosphere for the dollar has stemmed from a combination of factors 

here and abroad. News on the real economy heartened the market The trade deficit for June, 

at $2.3 billion, was again much better, confirming expectations that we are in a trend towards 

surplus in the current account, if not in the second half of 1980 at least by early 1981. Release 

of the latest leading indicators, showing a rise of 2.5 percent in June, prompted a burst of dollar 

bidding on the view that the economy may not be contracting as rapidly in the third quarter as 

it did in the second quarter. Several other straws in the wind have given hope that the 

recession would not be as deep or prolonged as many had feared. In addition, market 

participants felt that the less precipitous decline, if not a bottoming out of the domestic 

economy, would reduce some of the pressure on the authorities to take stimulative action, 

which would endanger the fight against inflation. 

In this light, the Administration’s efforts to head off an early tax cut were somewhat 

reassuring. And, Chairman Volcker’s July 22 testimony, outlining the System’s targets for the 

rest of this year and views for next year, was well received. The 1981 targets embodied in 

Chairman Volcker’s subsequent letter and the Senate Banking Committee’s published report 

this past weekend, strongly in support of the Federal Reserve’s anti-inflation approach, have 

also generated favorable comment in the market. 
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Indeed, those in the exchange market who had been betting against the dollar on the 

view that the Federal Reserve would be pressed into easing have had a had time of it in recent 

weeks. The shorts have been burned repeatedly as the monetary aggregates have continued to 

come in fairly strong and as short-term interest rates have firmed. In this context, the market 

accepted the Federal Reserve’s full percentage point cut in the discount rate on July 25 as a 

technical correction, and cumulative selling pressure on the dollar did not develop. This does 

not mean that the exchanges are any less sensitive to movements in market interest rates. The 

dollar still has a tendency to decline each time the federal funds rate eases, even over the 

course of a given day. 

Lookmg abroad, the economies of major countries seem to be cooling rapidly, although 

only the U.K. and Canada are clearly in recession. Slower growth will help reduce some of the 

massive current account deficits being racked up by most countries in continental western 

Europe and Japan, but again the market’s immediate focus remains on monetary policy and the 

outlook for interest rates. During the period, several major central banks moved gingerly away 

from their restrictive stances of earlier in the year. Early in August the Bundesbank began to 

inject additional liquidity in the money market, and although the amount of marks created was 

modest, the action was accompanied by an explanation by President Poehl that this was a slight 

easing of policy. Short-term interest rates in Germany have in fact declined a little. At about 

the same time, the Bank of France quietly lowered the interest rate at which it intervenes in the 

domestic money market. By contrast, the U.K. authorities have not been able to reduce MLR 

further, mainly because the removal in June of the corset on the growth of hanks’ liabilities 

was followed by an unsightly bulge in the growth of sterling M3. It grew 5 percent for the 

month of July, or 60 percent at an annual rate. The Japanese authorities are still holding firm 

hut the market expects some easing of rates soon. In any event, any easing by foreign central 

hanks is expected to be modest, in view of their concerns ahout domestic inflation and the need 

to promote capital inflows to finance current account deficits. For the same reason, foreign 

central banks will he pretty quick to support their currencies should the dollar strengthen very 

much in the exchange markets 
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Early in the period we intervened on several occasions in marks, French francs, and 

Swiss francs when the dollar came under selling pressure. Since late July the Desk has moved 

to acquire marks whenever we could, either through transactions with the Bundesbank, as we 

have in the past, with European central banks including those that have bought marks in EMS 

operations, or in the market at times when the dollar was buoyant. As indicated at the outset, 

we repaid a net of $460 million of mark swap debt, leaving the total at $683 million. The 

Treasury is sharing in most of these acquisitions, and although it added more than $200 million 

equivalent to balances during the period, it still needs some $3 billion equivalent to k l ly  cover 

its mark indebtedness under the Carter notes. We also acquired some $197 million of Swiss 

francs for the System and the Treasury balances. With the French franc remaining strong in 

the EMS, we have not as yet acquired more than nominal balances against our swap debt with 

the Bank of France. 



FOMC MEETING 
AUGUST 12, 1980 

REPORT ON 
OPEN MARKET OPERATIONS 

M r .  Sternliaht made the following statement: 

The Desk pursued its reserve paths since the last meeting 

of the Committee against a drumbeat of restlessness and uncertainty 

in the financial markets. Initially, it looked as though aggregates 

were growing about on track. As the Desk met path needsforreserves, 

the market searched, and sometimes imagined it had found, clues of 

an easier policy stance. Some early strengthening of the aggregates 

and of reserve needs was accommodated by small upward revisions in 

the path but a point was soon reached where further accommodation 

was not deemed appropriate--in light of the appreciable strength in 

MIB and, even more, the great strength in M2. The strength of M2 

was also a modest background factor in making judgments about the 

extent and timing of technical adjustments to the path. 

The further strengthening in aggregates appeared in our 

path formulations to produce only a slightly increased need for adjust 

ment borrowing, but the combination of this slightly increased need 

along with a large bulge in demand for excess reserves produced a 

considerable firming in the money market in late July-early August. 

This sent the Federal funds rate up from its flirtation with the Com- 

mittee's 8 1/2 percent lower bound to around the 10 percent area or 

above briefly, while adjustment borrowing rose from roughly $100 mil- 

lion area to averages around $400-500 million in the weeks of July 30 

and August 6. 

As a result, some members of the army of Fed watchers 

quickly swung from near-certainty in mid-July that the System was 
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e a s i n g  t o  a n  e q u a l l y  f i r m  conv ic t ion  t h a t  a t i g h t e n i n g  was under 

way--a t h e s i s  they sought  t o  suppor t  w i t h  ev idence  from weekly money 

aggrega te s  and some bus iness  i n d i c a t o r s  t h a t  appeared du r ing  t h e  

i n t e r v a l .  Other o b s e r v e r s  were n o t  so qu ick  t o  draw conclus ions  b u t  

n e v e r t h e l e s s  they exper ienced  enough u n c e r t a i n t y  o r  confusion t o  

c o n t r i b u t e  t o  a series of s k i t t i s h  m a r k e t  r e a c t i o n s  and coun te r -  

r e a c t i o n s .  For a series of days ,  it looked a s  though t h e  c o n t e n t  

a n d  t iming of every  Desk a c t i o n  w a s  i n s t a n t l y  ana lyzed ,  and t y p i c a l l y  

m i s i n t e r p r e t e d ,  and some o b s e r v e r s  t u r n e d  w i t h  n e a r l y  equa l  f e r v o r  

t o  ana lyz ing  t h e  absences  of Fed a c t i o n  when t h e y  expected something 

t o  be done. 

I n  t h e  l a s t  few days  t h e  money market  h a s  been s t e a d i e r ,  

w i t h F e d e r a l  funds hover ing  around 9 p e r c e n t  and adjustment  borrowing 

back down t o  t h e  low l e v e l s  t h a t  preceded t h e  l a t e  J u l y  rise. The 

v e r y  high l e v e l  of e x c e s s  r e s e r v e s  i n  t h e  l as t  t w o  f u l l  weeks remains 

something of a puzz le .  Conceivably,  s i n c e  t h e  h igh  excess  emerged 

i n  t h e  week t h a t  t h e  r e c e n t  l a r g e  r e d u c t i o n  i n  r e s e r v e  r equ i r emen t s  

took  e f f e c t ,  t h e  excess may r e f l e c t  a lag i n  employing some of t h o s e  

r e l e a s e d  r e s e r v e s ,  b u t  w e  d o n ' t  r e a l l y  know. So f a r  t h i s  w e e k ,  it 

looks l i k e  a m o r e  normal l e v e l  i s  emerging. 

A c o n s t r u c t i v e  r e s u l t  of t h e  r .ecent  g y r a t i o n s  i n  s e n t i m e n t ,  

as a n a l y s t s  sought  t o  o v e r i n t e r p r e t  System i n t e n t i o n s  and Desk a c t i o n s ,  

i s  t h a t  market p a r t i c i p a n t s  seem t o  have learned-- for  a w h i l e  a t  least-- 

t h a t  t he  Fede ra l  Reserve r e a l l y  meant it l a s t  October when it w a s  

s ta ted t h a t  t h e r e  w a s  less emphasis on t h e  funds  r a t e  and t h a t  funds  

cou ld  move ove r  a c o n s i d e r a b l e  band w i t h o u t  it having g r e a t  p o l i c y  

s i g n i f i c a n c e .  However, I can t h i n k  of better t i m e s  t o  t r y  t o  p u t  
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this l e s s o n  across than a quarterly Treasury refunding period-- 

it has given the market, the Treasury, and ourselves some trying 

moments. 

As for achieving our paths, it looked as of last Friday 

as though total reserves might average about $160 million above 

path for the five-week average, while nonborrowed may come out very 

close to path. The overrun on total reserves can be related on the 

one hand to the high average level of excess reserves, and on the 

other hand to higher average adjustment borrowings than were incor- 

porated into the initial path. 

Operationally, the main thrust of Desk activity during 

the period was to drain the reserves released by the roughly $3 1/2 

billion reduction in required reserves effective July 24. Some 

$875 million of bills were sold on the market that day, while on 

that and other days nearly $1.4 billion of bills were sold to foreign 

accounts and $ 9 5 0  million were redeemed in auctions. The total 

decline in outright holdings was thus about $ 3 . 2  billion. There 

were no outright purchases during the period. Short-term injections 

and withdrawals of reserves were used to cope with temporary swings 

in reserve availability. 

Over the next week or two we expect to have a need for 

outright reserve additions, some of which could probably be met in 

the coupon area. Before too long, though, we'll be having to look 

ahead to the large need for reducing the System's holdings again 

when phase-in of lower reserve requirements begins. 

Market interest rates backed and filled over the recent 

Aside from the gyrations period, but ended up higher on balance. 
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in sentiment mentioned earlicr, in response to Desk  moves and funds 

rate variations, there w a s  an underlying caution in response to per- 

ceptions of greater Treasury and private sector demands for funds, 

reinforced by reports suggesting that the recession could be less 

deep and shorter-lived than had been anticipated a month or so 

earlier. Price news remained discouraging. The markets also took 

note of Chairman Volcker's testimony, which underscored the System's 

determination to stay the course with an anti-inflation program, and 

in particular not to press reserve growth aggressively over the rest 

of this year merely to assure that the narrow aggregates make up 

for s l o w  growth in the first half. The discount rate reduction 

announced July 25 was accepted as "purely technical" and elicited 

virtually no market reaction. 

Treasury bill rates have risen about 65-100 basis points 

over the period. Three- and six-month bills were auctioned yesterday 

at about 8.72 and 8.89 percent,respectively, compared with about 

8.21 and 8.11 percent shortly before the last meeting. The Treasury 

was continuing to add to bill supplies steadily during the period 

while, as noted, the System cut its bill holdings. 

In the intermediate term area, Treasury yields rose about 

80-125 basis points while rates were up 80-100 basis points at the 

long end. The Treasury raised over $ 4  billion in coupon issues 

during the period, much of it in the quarterly refunding issues sold 

last week for August 15 settlement. Given the uneasy sentiment in 

the market during the auction period, investors shied away and 

dealers were left to take down large shares of the new issues. There 

has been some distribution since the initial take-downs but dealers 
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still have very larcJe holdings--a total of $ 4  billion in over-one-year 

maturities, compared with about $1.8 billion at the time of the last 

meeting. Dealers took on their holdings only after exacting further 

price concessions, in view of present uncertainties, but their holdings 

of new issues are all under water now. If retail distribution picks 

up, the dealers may not fare too badly, and indeed some hope to see 

prices rise as distribution proceeds, but if investors hold back, 

the overhang of inventories could contribute to a further push up 

in yields. 



J a m e s  L .  K i c h l i n e  
A u g u s t  1 2 ,  1 9 8 0  

FOMC B R I E F I N G  

R e c e n t  i n f o r m a t i o n  i n d i c a t e s  t h a t  t h e  r a t e  o f  d e c l i n e  

i n  e c o n o m i c  a c t i v i t y  i s  s l o w i n g ,  f o l l o w i n g  t h e  h u g e  d r o p  d u r i n g  

t h e  s e c o n d  q u a r t e r .  I n  l a r g e  m e a s u r e ,  d e v e l o p m e n t s  i n  h o u s i n g  

m a r k e t s  and  i n  c o n s u m e r  e x p e n d i t u r e s  a r e  r e s p o n s i b l e  f o r  t h e  

i m p r o v e m e n t .  

I n  h o u s i n g  m a r k e t s ,  t h e  r e d u c e d  c o s t  a n d  g r e a t e r  a v a i l -  

a b i l i t y  o f  m o r t g a g e  c r e d i t  h a s  b e e n  t h e  k e y  e l e m e n t  i n f l u e n c i n g  

t h e  i n c r e a s e d  l e v e l  o f  a c t i v i t y  i n  r e c e n t  m o n t h s .  S a l e s  o f  new 

homes  i n c r e a s e d  i n  J u n e  a f t e r  a s t r o n g  a d v a n c e  i n  May. H o u s i n g  

s t a r t s  a n d  p e r m i t s  a l s o  r o s e  v i g o r o u s l y  i n  J u n e  a n d  e a r l y  r e p o r t s  

i n d i c a t e  a n o t h e r  s t r o n g  r i s e  i n  r e s i d e n t i a l  b u i l d i n g  p e r m i t s  i n  

J u l y .  P e r m i t s ,  s t a r t s ,  a n d  home s a l e s  s t i l l  a r e  q u i t e  l o w ,  

h o w e v e r ,  and  o u r  f o r e c a s t  s u g g e s t s  t h a t  t h e  h o u s i n g  m a r k e t  

r e c o v t r y  w i l l  b e  m o d e r a t e  c o m p a r e d  w i t h  p a s t  c y c l i c a l  e x p e r i e n c e ,  

i n  p a r t  o w i n g  t o  f i n a n c i a l  c o n s t r a i n t s .  

Consumer o u t l a y s  r o s e  i n  b o t h  J u n e  a n d  J u l y  f o l l o w i n g  

f o u r  m o n t h s  of s u b s t a n t i a l  d e c l i n e s  i n  r e t a i l  s a l e s  i n  b o t h  

n o m i n a l  a n d  r e a l  t e r m s .  The  u p t u r n  i n  t o t a l  r e t a i l  s a l e s  d u r i n g  

t h e  p n s t  two m o n t h s  w a s  f a i r l y  w i d e s p r e a d ,  b u t  a u t o  s a l e s  w e r e  

t h u  s~ir:ni~Cicai?L c!aiiiciit i n  t l i c  i u r n 3 r o u n d - - e s p e c i a l I ~ y  i n  J u l y .  

S a l e s  o f  f o r e i g n  and  d o m e s t i c  m o d e l s  r e a c h e d  a 9 m i l l i o n  u n i t  

a n n u a i  r a t e ,  s t i l l  low b u t  up  c o n s i d e r a b l y  f r o m  t h e  u n u s u a l l y  

d e p r e s s e d .  r a t e s  i n  t h e  s p r i n g .  T o  some e x t e n t  J u l y  a u t o  s a l e s  

w e r e  b o l s t e r e d  b y  s a l e s  i n c e n t i ; . e  p r o g r a m s  a n d  p r o b a b l y  b y  t h e  

r e m o v a l  of  t h e  c r e d i t  r e s t r a i n t  p r o g r a m  a s  w e l l .  T h e  a b s e n c e  
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o f  s u c h  s p e c i a l  f o r c e s  c o u l d  w e l l  make i t  d i f f i c u l t  i n  t h e  

n e x t  c o u p l e  o f  m o n t h s  f o r  a u t o  f i r m s  t o  m a t c h  t h e  J u l y  p e r f o r m -  

a n c e .  Even  s o ,  i t  a p p e a r s  l i k e l y  t h a t  w e ’ v e  s e e n  t h e  w o r s t  i n  

t e r m s  o f  a u t o  s a l e s  and  p r o d u c t i o n .  

C o n s i s t e n t  w i t h  a n  a p p a r e n t  b o t t o m i n g - o u t  o f  t h e  h o u s -  

i n g  and  a u t o  m a r k e t s ,  p r o d u c t i o n  i n  r e l a t e d  a r e a s  a p p e a r s  t o  h a v e  

l e v e l e d  o f f  i n  J u l y  o r  i n c r e a s e d .  T h e s e  s e c t o r s - - s u c h  a s  l u m b e r  

a n d  s t e e l - - h e l p e d  l i m i t  the  d r o p  :in t o t a l  i n d u s t r i a l  p r o d u c -  

t i o n .  T h e  i n d u s t r i a l  p r o d u c t i o n  i n d e x  f o r  J u l y  w i l l  n o t  b e  a v a i l -  

a b l e  u n t i l  l a t e r  t h i s  week ,  a l t h o u g h  a v a i l a b l e  i n f o r m a t i o n  i n d i -  

c a t e s  i t  f e l l  by somewhat  l e s s  t h a n  t h e  2 . 4  p e r c e n t  i n  June. 

N o n e t h e l e s s  t h e r e  seem t o  h a v e  b e e n  f u r t h e r  s i z a b l e  d e c l i n e s  i n  

m a c h i n e r y  o u t p u t  a n d  i n  p r o d u c t i o n  o f  some n o n d u r a b l e  g o o d s .  T h e  

c a p a c i t y  u t i l i z a t i o n  r a t e  f o r  m a n u f a c t u r i n g  i n  J u l y  d r o p p e d  f u r t h e r ,  

p r o b a b l y  f a l l i n g  b e l o w  7 5  p e r c e n t  o r  r o u g h l y  1 2  p e r c e n t a g e  p o i n t s  

b e l o w  i t s  1 9 7 9  p e a k .  

I n  l a b o r  m a r k e t s ,  t h e  two  m a j o r  e m p l o y m e n t  s e r i e s  

p o i n t e d  i n  d i f f e r e n t  d i r e c t i o n s  l a s t  m o n t h ,  a s  s o m e t i m e s  h a p p e n s ,  

b u t  a number o f  p o i n t s  a r e  c l e a r .  O n e  i s  t h a t  t h e r e  was l e s s  

w e a k n e s s  i n  e m p l o y m e n t  demand i n  t h e  a g g r e g a t e  t h a n  d u r i n g  

o t h e r  r e c e n t  m o n t h s ,  w i t h  t r a d e  a n d  s e r v i c e  e m p l o y m e n t  a c t u a l l y  

g r o w i n g  s i g i i i f i c a n t i p .  A n o t h e r  i s  t h a t  t h e  i n d u s t r i a l  s e c t o r  

showed 3 i u r t l i f r  s u b s t c n t i a l  d e c l i n e  i n  e m p l o y m e n t ;  m a n u f a c t u r i n g  

j o b s  w e r e  c u t  a n o t h e r  q u a r t e r  m i l l i o n ,  a n d  t h e  workweek--a  f a i r l y  

r e l i a b l e  l e a d  i n d i c a t o r - - r e m a i n e d  e x t r e m e l y  l o w .  

In p a r t  t h e  d r o p  i n  m a n u f a c t u r i n g  e m p l o y m e n t  a n d  i n  

p r o d u c t i o n  u n d o u b t e d l y  r e f l e c t s  t h e  c o n t i n u e d  w e a k n e s s  i n  

b u s i n e s s  c a p i t a l  s p e n d i n g .  S h i p m e n t s  o f  n o n d e f e n s e  c a p i t a l  
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g o o d s  i n  n o m i n a l  t e r m s  f e l l  i n  J u n e  and  f o r  t h e  s e c o n d  q u a r t e r  a s  

a w h o l e  w e r e  o f f  2 . 7  p e r c e n t - - t h e  s h a r p e s t  d r o p  s i n c e  t h e  d a t a  w e r e  

f i r s t  c o l l e c t e d  i n  1 9 6 8 .  And t h e  o u t l o o k  f o r  c a p i t a l  o u t l a y s  con-  

t i n u e s  p o o r .  New o r d e r s  f o r  n o n d e f e n s e  c a p i t a l  g o o d s  w e r e  o f f  1 0  

p e r c e n t  i n  r e a l  t e r m s  i n  t h e  s e c o n d  q u a r t e r ,  w i t h  m a c h i n e r y  o r d e r s  

down e v e n  m o r e .  L i t t l e  g r o w t h  i s  e x p e c t e d  i n  n o n r e s i d e n t i a l  

c o n s t r u c t i o n  s p e n d i n g  s i n c e  t h e s e  c o n t r a c t s  g e n e r a l l y  h a v e  moved 

l o w e r  s i n c e  t h e  b e g i n n i n g  o f  t h e - y e a r .  

The  c o n t i n u e d  c o n t r a c t i o n  o f  i n d u s t r i a l  p r o d u c t i o n  and  

e m p l o y m e n t  a l s o  r e f l e c t s  a r e l a t i v e l y  s u c c e s s f u l  e f f o r t  b y  

b u s i n e s s  t o  c u r b  t h e  f u r t h e r  b a c k u p  o f  s t o c k s .  B u s i n e s s  i n v e n -  

t o r i e s  i n  c o n s t a n t  d o l l a r s  w e r e  r e d u c e d  i n  May f o l l o w i n g  t h e  

s h a r p  A p r i l  r i s e ,  and  t h e  f i g u r e s  f o r  J u n e  a l s o  s u g g e s t  l i t t l e  

a c c u m u l a t i o n  a t  m o s t .  

G i v e n  t h e  l i k e l i h o o d  o f  somewha t  l e s s  s t o c k  l i q u i d a -  

t i o n  t h a n  had  e a r l i e r  a p p e a r e d  n e c e s s a r y  a s  w e l l  a s  t h e  s t r o n g e r -  

t h a n - e x p e c t e d  r e c e n t  d a t a  on h o u s i n g  a n d  c o n s u m p t i o n ,  t h e  s t a f f  

i s  now p r o j e c t i n g  a somewha t  s m a l l e r  d e c l i n e  t h a n  l a s t  m o n t h  i n  

e c o n o m i c  a c t i v i t y  f o r  t h e  t h i r d  q u a r t e r - - a b o u t  a 4 p e r c e n t  d r o p  

a t  a n  a n n u a l  r a t e .  R u t  w i t h  c a p i t a l  o u t l a y s  c o n t i n u i n g  t o  

c o n t r a c t ,  t h e  r e c o v e r y  i n  h o u s i n g  c o n s t r a i n e d  b y  h i g h  i n t e r e s t  

r a t e s  a n d  c o n s u m e r  s p e n d i n g  damped b y  u n c e r t a i n t y  r e g a r d i n g  

employmen t  and  i n c o m e  p r o s p e c t s ,  we d o  n o t  e x p e c t  a d e c i s i v e  

u p t u r n  i n  o v e r a l l  a c ~ i v i t y  b e f o r e  y e a r - e n d .  T h e  c u m u l a t i v e  

d e c l i n e  i n  r e a l  GNP f r o m  p e a k  t o  t r o u g h  i s  now e s t i m a t e d  t o  b e  

a b o u t  3 %  p e r c e n t ,  a b o u t  t h r e e  q u a r t e r s  o f  a p e r c e n t a g e  p o i n t  

l e s s  t h a n  l a s t  m o n t h .  



- i+ - 

T h e  f o r e c a s t  c o n t i n u e s  t o  show a s l u g g i s h  r e c o v e r y  

i n  1 9 6 1 .  Even  w i t h  t h e  a s sumed  t a x  c u t  o f  $ 2 6  b i l l i o n ,  d i s -  

c r e t i o n a r y  f i s c a l  p o l i c y  i s  b e l i e v e d  t o  b e  a r e s t r a i n i n g  f o r c e  

a l o n g  w i t h  m o n e t a r y  p o l i c y .  R e a l  G N P  i s  p r o j e c t e d  t o  r i s e  by 

a b o u t  2% p e r c e n t  o v e r  1 9 8 1 ,  and  t h e  u n e m p l o y m e n t  r a t e  i s  

e x p e c t e d  t o  e d g e  down d u r i n g  t h e  y e a r ,  b u t  s t i l l  b e  i n  t h e  6% 

p e r c e n t  r a t e  i n  t h e  f o u r t h  q u a r t e r .  

U n f o r t u n a t e l y ,  l i t t l e  p r o g r e s s  i n  s l o w i n g  i n f l a t i o n  i s  

e x p e c t e d  d e s p i t e  t h e  h i g h  r a t e s  o f  u n u s e d  p h y s i c a l  a n d  l a b o r  

c a p a c i t y .  And t h e r e  s e e m s  s l i g h t  h o p e  f o r  a n y  i m p r o v e m e n t  

f o r  t h e  b a l a n c e  o f  t h i s  y e a r .  P r i c e  i n c r e a s e s  h a v e  e a s e d  

r e c e n t l y ,  l a r g e l y  a s  a r e s u l t  o f  a c o n s i d e r a b l e  s lowdown i n  

e n e r g y  p r i c e s  a n d  some m o d e r a t i o n  i n  f o o d  p r i c e s .  B u t  a s s i s -  

t a n c e  from t h e s e  s o u r c e s  i s  n o t  l i k e l y  t o  c o n t i n u e - - e s p e c i a l l y  

w i t h  t h e  r e c e n t  a d v e r s e  w e a t h e r  a f f e c t i n g  f o o d  s u p p l i e s - - a n d  

p r i c e s  a s  m e a s u r e d  b y  t h e  g r o s s  b u s i n e s s  p r o d u c t  f i x e d  w e i g h t  

i n d e x  a r e  e x p e c t e d  t o  r i s e  somewhat  more  r a p i d l y - - a t  a b o u t  a 

9 - 3 / 4  p e r c e n t  r a t e - - i n  t h e  l a t t e r  h a l f  o f  t h i s  y e a r .  W e  do 

a n t i c i p a t e  t h a t  p r i c e  i n c r e a s e s  w i l l  e a s e  i n  1 9 8 1  i n  a n  

e n v i r o n m e n t  o f  c o n t i n u e d  s e v e r e  u n d e r u t i l i z a t i o n  o f  r e s o u r c e s - :  

w i t h  t h e  i n d e x  s l o w i n g  t o  a n  8% p e r c e n t  p a c e  b y  t h e  e n d  o f  

n e x t  y e a r .  I t  i s  d i f f i c u l t  t o  e n v i s i o n  much g r e a t e r  p r o g r e s s  

a g a i n s t  i n f l a t i o n  i n  t h i s  t i m e  p e r i o d ,  g i v e n  t h e  l i k e l i h o o d  o f  

c o n t i n u e d  l a r g e  i n c r e a s e s  i n  u n i t  l a b o r  c o s t s  a n d  h i g h  r a t e s  

o f  f o u d  and  e n e r g y  i n f l a t i o n .  
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FOM€ BRIEFING - Edward C .  E t t i n  

A s  noted in t he  Bluebook, t h e  evolving p a t t e r n s  i n  t h e  monetary 

aggrega te s  suggest t h a t  M-IA growth over t h e  Q I V  '79 t o  Q I V  '80 per iod  

i s  l i k e l y  t o  be near t h e  low end, M-1B nea r  t h e  midpoint, and M-2 a t - - o r  

perhaps even above--the upper bound of t h e i r  r e spec t ive  long-run ranges.  

The divergence among these  growth p a t t e r n s  r a i s e s  d i f f i c u l t  ques t ions  f o r  

t h e  Committee's review of i t s  shor t - run  t a r g e t s .  

A l t e r n a t i v e  A r e t a i n s  t h e  Committee's 7 percent  minimum M - I A  

t a r g e t  f o r  June t o  September, a t a r g e t  which t h e  Bluebook no te s  would imply 

growth of M-13, and espec ia l ly  of Pi-2,  above t h e i r  8 percent t a r g e t s  f o r  

t h e  t h i r d  q u a r t e r .  A l t e rna t ive  B i s  designed t o  begin moving M-2 c l o s e r  

t o  i t s  sho r t - run  t a r g e t  in order  t o  i n c r e a s e  the  p robab i l i t y  t h a t  t h i s  

aggrega te  w i l l  f i n i s h  t h e  year  wi th in  i t s  longer-run range. The r e l a t i o n -  

s h i p s  a r e  such, however, t h a t  t h e  s t a f f  b e l i e v e s  a sharp inc rease  i n  

i n t e r e s t  r a t e s  would be requi red  t o  reduce M-2 growth s i g n i f i c a n t l y  over 

t h e  remainder of t he  year.  And such a r educ t ion  would cause M-IA growth 

t o  slow f u r t h e r ,  increas ing  t h e  p r o b a b i l i t y  t h a t  t h i s  aggregate  would f a l l  

below i t s  longer-run t a r g e t .  

In choosing between a l t e r n a t i v e s  A and B--or even eva lua t ing  

a more r e s t r i c t i v e  pol icy  designed t o  lower M-2 growth s i g n i f i c a n t l y  t h i s  

qua r t e r - - the  Committee may be a ided  by cons ide ra t ion  of t h e  major f a c t o r s  

t h a t  appear t o  be a f f e c t i n g  t h e  growth p a t t e r n s  of each o f  t h e  aggrega tes .  



The recent  s t ronge r  growth of t h e  narrow money measure appears 

t o  reflect  t h e  pick-up i n  nominal spending, t h e  e a r l i e r  d e c l i n e s  i n  i n t e r e s t  

r a t e s ,  and a firming of t h e  demand f o r  cash balances a f t e r  unusual weakness 

i n  t h e  second qua r t e r .  Even with t h e  pick-up i n  i t s  growth, M - l k  has not  

y e t  r e t u r n e d  t o  t h e  lower bound of i t s  longer-run range. I n  s h o r t ,  t h e  

narrow money measure does not  appear t o  have been expanding r e c e n t l y  a t  a 

s u r p r i s i n g  r a t e ,  but  r a t h e r  a t  a pace cons i s t en t  w i th  t h e  expected and 

t a rge ted  p a t t e r n s .  However, t h e  GNP pro jec t ion  impl ies  t h a t  m i n t a i n i n g  

t h e  p r e s e n t  7 percent  or so  t a r g e t  f o r  t h e  ba lance  of t h e  year--which 

would r e s u l t  i n  4 percent  growth f o r  t h e  Q I V  ' 79  t o  Q I V  '80 period--would 

b e  a s s o c i a t e d  w i t h  some f u r t h e r  r i s e  of i n t e r e s t  r a t e s  l a t e r  t h i s  summer 

and i n t o  t h e  f a l l .  The a l t e r n a t i v e  B p a t t e r n ,  which f u r t h e r  r e s t r a i n s  

M-lA growth, would imply s t i l l  h ighe r  i n t e r e s t  r a t e s  t han  assumed f o r  t h e  

s t a f f  GNP f o r e c a s t .  

The r e l a t i v e l y  s t r o n g e r  growth of MI-1B had, of  course ,  been 

expected i n  l i g h t  of the p u b l i c ' s  s h i f t s  t o  ATS/NOW accounts ,  b u t  t h e  

d i f f e r e n t i a l  i n  t h e  growth r a t e s  between M-IA and M - 1 B  s i n c e  May has  been 

somewhat l a r g e r  than  previous ly  thought l i k e l y .  However, growth i n  M-1B 

may have been boosted i n  t h e  l a s t  couple  of months by t h e  s u r p r i s i n g l y  

sharp  expansion of sav ings  d e p o s i t s .  

have t h e  same c e i l i n g  r a t e ,  i t  i s  q u i t e  un l ike ly  t h a t  bank customers have 

sepa ra t e  ATS and savings accounts ;  a more than normal amount of  t h e  growth 

i n  "pure" savings d e p o s i t s  may consequent ly  have been captured  i n  t h e  ATS 

measure. Our p r o j e c t i o n  t h a t  sav ings  account growth w i l l  s low t h u s  imp l i e s  

a narrowing gap between t h e  r a t e s  of expansion of M- lA and M - 1 5  i n  t h e  

months ahead. 

S ince  both  ATS and passbook accounts  



In evalua t ing  t h e  tendency of M-2 t o  r u n  a t  or above i t s  longer- 

r u n  r ange ,  i t  may be of i n t e r e s t  t o  t h e  Committee t h a t  M-2 i s  behaving q u i t e  

s i m i l a r l y  t o  previous per iods when i n t e r e s t  r a t e s  decl ined--such a s  i n  1975- 

76,  1970-71, and 1967.  By c o n t r a s t ,  i n  p re sen t ing  t o  t h e  Committee t h e  

op t ions  f o r  t h e  longer-run ranges e a r l y  t h i s  y e a r ,  t h e  s t a f f  had assumed 

t h a t  t h e  MMC and t h e  MbDiF--which e i t h e r  d i d  not  e x i s t  or were r e l a t i v e l y  

unimportant i n  previous cycles--would g r e a t l y  moderate t h e  i n t e r e s t  e l a s t i c -  

i t y  of  M - 2 .  That i s  t o  say, we expected t h a t  a s  i n t e r e s t  r a t e s  changed 

s h i f t s  among a s s e t s  captured i n  M-2 would donina te  s h i f t s  between M-2 a s s e t s  

and non-M-2 a s s e t s .  Over t h e  i n t e r e s t  r a t e  cyc le  more s t a b l e  grawth i n  

t h i s  aggrega te  r e l a t i v e  t o  income was expected t o  r e s u l t .  I f  t h a t  expec- 

t a t i o n  was shared by t h e  Committee, and was i n  f a c t  i n c o r r e c t ,  t h e  M - 2  

t a r g e t  h a s  been misspecif ied and l a r g e r  M-2 growth would be  c o n s i s t e n t  

with t h e  same degree of r e s t r a i n t  p rev ious ly  assumed t o  be assoc ia t ed  wi th  

a lower pace of expansion of t h i s  aggregate .  

Even i f  t h e r e  was no m i s s p e c i f i c a t i o n  i n i t i a l l y ,  i t  i s  a l s o  

p o s s i b l e  t h a t  t h e  behavior  of M-2 t h i s  year  may r e f l e c t  some unusual 

s h i f t s  i n  t h e  composition oE t h e  p u b l i c ' s  ho ld ings  of f i n a n c i a l  a s s e t s .  

For example, l a r g e  denomination MMMF sha res  have been unusual ly  s t r o n g  i n  

t h e  l a s t  few months, perhaps r e f l e c t i n g  s u b s t i t u t i o n  out  of  t h e  d e c l i n i n g  

volume of bank C D s .  In add i t ion ,  a l though moderating most r e c e n t l y ,  

savings bond a t t r i t i o n  has been e x t r a o r d i n a r i l y  l a r g e  t h i s  yea r ,  and 

it i s  reasonable  t o  assume t h a t  a s i g n i f i c a n t  p o r t i o n  of  t h e s e  funds were 

re - inves ted  i n  M-2 t ype  a s s e t s .  Moreover, t h e  r e c e n t  adjustment  i n  t h e  

c e i l i n g s  f o r  f l o a t i n g  r a t e  d e p o s i t s  has  probably made t h e s e  ins t ruments  

r e l a t i v e l y  more a t t r a c t i v e .  And, f i n a l l y ,  t h e  u n c e r t a i n t y  about  t h e  



i n t e r e s t  r a t e  outlook may have induced a temporary s h i f t  of  funds from 

market s e c u r i t i e s  t o  such l i q u i d  a s s e t s  a s  KMNF shares  or even savings 

d e p o s i t s .  

Such s h i f t s  between a s s e t s  t h a t  a r e  not i n  M-2 t o  those  t h a t  

a r e  i n  ?i-2 do n o t ,  it seems t o  m e ,  imply a more expansionary monetary 

p o l i c y ,  b u t  r a t h e r  a s h i f t  i n  t h e  p u b l i c ' s  a s s e t  p references  i n  r e a c t i o n  

t o  even t s .  I f  t h i s  view i s  c o r r e c t ,  e f f o r t s  t o  slow M-2 growth i n  order  

t o  counter  such a change i n  a s s e t  p references  could r e s u l t  i n  more po l i cy  

r e s t r a i n t  t han  may be d e s i r e d  by t h e  Committee. 




